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STOCK OPTIONS FOR SMALL BUSINESS
Linda H. Kistler, CPA 5
“An employee has a tangible incentive to help effect 
improvement in a company’s position when he has a 
personal stake in the company’s net worth.”
. the opportunity for very large appreciation in 
stock value often can persuade talented employees to 
accept options ... in lieu of large salaries.”
AUTOMATED DATA PROCESSING-Part 1
Dr. Patricia L. Duckworth, CPA 9
“This series of articles is designed to instruct that ac­
countant who knows little about automatic data 
processing, but wants to know more.”
SOME OBSERVATIONS ON INCOME TAX­
GREAT BRITAIN STYLE
Margit A. Jackson, CPA 11
“The surtax definitely favors the earned income of the 
salaried taxpayer over the passive income of the 
investor.”
“In his next pay, the employee actually might receive 
a tax refund especially if he has not worked for a 
considerable period. Alternatively, he might apply to 
the Inland Revenue Service and receive a refund 
while he is not working.”
EDITOR'S NOTES
With this issue, we reach the 1970’s—a land­
mark for each of us. We look ahead with 
curiosity, wonderment, and—hopefully—a re­
solve to improve ourselves and the world to 
which we belong.
We will attempt to carry forward the high 
goals of all our predecessors and we hope to 
keep our readers abreast of the very exciting, 
changing, and challenging world of accounting. 
—And it IS a changing world. At the beginning 
of the 1960’s, who would have forecast the 
widespread use of computers even by small 
companies; the strength and impact of the Ac­
counting Principles Board on accounting and 
financial statement reporting; the frantic rush 
to merge—and the rise of the conglomerate; the 
controversy over the investment tax credit?
We do not know what the 1970’s will bring 
—but we pledge our best efforts to keep you 
currently informed of it as it happens.
APPOINTMENTS
It is our pleasure to announce the following 
new appointments to the editorial staff and 
board that have been made by the presidents 
of ASWA and AWSCPA, Mary Louise Hawkins 
and Dorothea Watson, CPA:
Ula K. Motekat, CPA, will serve as As­
sociate Editor. In that capacity she will work 
closely with the members of the Editorial 
Board and will be responsible for the review 
of major manuscripts.
Miss Motekat has served THE WOMAN 
CPA in the past as a most excellent member 
of the Editorial Board. Her manuscripts have 
also appeared in this magazine, and we believe 
her sensitivity to the needs of the accounting 
profession and to the trials of the author will 
make her ideally suited to this role she has 
accepted.
Miss Motekat is on the faculty of the School 
of Business Administration of the University of 
Massachusetts.
Dr. Marie E. Dubke, CPA, will serve as Re­
views Editor and will keep our readers ap­
prised of some of the many books and articles 
which should be of interest and value to them.
For several years Dr. Dubke has been a 
loyal contributor to the Reviews section of 
THE WOMAN CPA; in addition, her most 
recent manuscript appeared in the July 1969 
issue.
Dr. Dubke was the 1968-69 President of 
AWSCPA and has also been extremely active 
as member of the Lansing, Detroit, and Mem­
phis Chapters of ASWA. Dr. Dubke is Pro­
fessor of Accounting at Memphis State Uni­
versity.
Joining the Editorial Board is Julia J. Kauf­
man, who was National President of ASWA in 
1967-68. Miss Kaufman has her own public 
accounting practice in Cleveland, Ohio.
Another new member of the Editorial Board 
is Dorothy G. Willard, CPA. Miss Willard is 
an Advisory Partner with Touche Ross & Co. 
and is a former president of the Association of 
CPA Examiners.
We wish to extend thanks to M. Jane Dick­
man, who has completed a three-year term on 
the Editorial Board, for her wise counsel in 
evaluating manuscripts.
RESPONSE TO A REQUEST
In the December 1967 issue of this maga­
zine, a reader asked this magazine “to give 
the experienced accountant a boost through a 
series of articles designed to instruct—rather 
than impress.”
Dr. Patricia Duckworth was intrigued by 
that challenge (perhaps because it came from 
a one-time member of the faculty of her alma 
mater) and the “me too” comment from an 
industrial accountant for a small business 
which appeared in a subsequent issue.
Beginning on page 9 of this issue is “Auto­
mated Data Processing,” the first of a series 
on this always-discussed subject. We believe 
our readers will find this series worthwhile.
MARY HALL RETIRES AS EDITOR
When Mary Hall, CPA, assumed the role of 
Editor of this publication two years ago she 
gave as her guideline for THE WOMAN CPA 
this phrase “. . . an instrument of education 
and a conduit of technical information in all 
areas of accounting thought.” As we look back 
at the twelve issues for which she was respon­
sible, it is apparent that she succeeded—and 
very well indeed! And along with the fine ac­
counting articles and departments, she brought 
to the magazine a new and refreshing look, 
both in color and format.
On behalf of all the readers of this magazine, 
we wish to thank Miss Hall for serving so 
capably as Editor. The challenge to her suc­
cessor is great—and one we will strive to meet.
The top management executive today . . . knows that 
the next thing to expect is the unexpected.
Richard C. Rea, JOURNAL OF ACCOUNTANCY,
December 1968
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STOCK OPTIONS FOR SMALL BUSINESS
The author examines stock options as a means of attracting talent to the small 
business and discusses means of determining fair market value for the stock used as an 
incentive.
Linda H. Kistler, CPA 
Lowell, Massachusetts
Interest in tax-favored stock options con­
tinues unabated despite significant restrictions 
placed on options by the Revenue Act of 1964. 
The merits of stock option programs have been 
disputed since options evolved in the 1920s 
when Congress approved preferential tax 
treatment of capital gains.
Among the changes in tax law now before 
Congress is a section on the taxation of stock 
options. Basically, these substantive alterations 
would lessen the desirability of corporate stock 
option programs. However, since the House 
and Senate have not finalized any new legisla­
tion on the subject, it would be premature to 
comment on possible implications at this time. 
Further, changes affecting options may be al­
lowed a transition period during which the 
regulations discussed here will remain effec­
tive.
Today’s high personal and corporate tax 
rates stimulate development of comprehensive 
salary programs to attract and retain valuable 
personnel. Stock options, profit sharing plans, 
bonuses, pension plans, and other benefits 
have become nearly as important as basic 
monetary compensation.
Large corporations have included options in 
their salary programs for many years, but 
small businesses often were unable to satisfy 
certain requirements for tax-favored plans. 
The disutility of options for small, closely held 
companies appeared lessened by the Revenue 
Act of 1964, which amended many require­
ments for option plans. Superficially at least, 
small business appeared to benefit from the 
revisions.
The basic purpose of this paper is to ex­
amine statutory option requirements with a 
view to evaluating their utility and applicabil­
ity for two types of small businesses—the well- 
established, closely held corporations and the 
new so-called “growth” enterprises which need 
to attract and motivate capable personnel and 
also to minimize cash outflow. Further, if op­
tions appear impractical, are there other al­
ternatives to statutory options available to 
small companies?
Requirements for Qualified Options
Most corporations can satisfy many require­
ments for qualified stock options programs. 
Among these are the stipulation that a quali­
fied option be issued pursuant to a written 
plan approved by a majority of stockholders 
within twelve months before or after its adop­
tion. Options must be granted within ten years 
from the date the plan is approved or the date 
the plan is adopted, whichever is earlier. All 
options must be exercised not later than five 
years from the date of grant, and they are not 
transferrable except in case of death of the 
optionee. An optionee’s employment must be 
continuous from the date of grant to within 
three months before exercise of the option. 
The option price of stock purchased must be 
equal to 100 per cent of fair market value at 
the date of grant. Stock purchased under op­
tions must be held more than three years from 
the date of acquisition of the stock in order to 
qualify for capital gains tax treatment on in­
creases in value. A qualified stock option may 
not be exercised as long as an earlier option 
at a higher price remains outstanding.
LINDA H. KISTLER, CPA, is Assistant Professor of Economics and Management at Lowell 
Technological Institute, Lowell, Massachusetts.
While her husband earned two engineering degrees from Massachusetts Institute of Tech­
nology, Mrs. Kistler worked as a staff accountant for a Boston CPA firm, passing the CPA 
examination on her first try. She then returned to school and received her Bachelor of Science 
and M.S. in Business Administration degrees from Colorado State University.
She is a member of AICPA, AWSCPA, Massachusetts Society of CPAs, American Accounting 
Association, and American Association of University Professors.
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For each of the above requirements, corpo­
rate size is not a relevant factor. The basic 
problem confronting small companies desiring 
to initiate stock option programs involves de­
termination of a fair market value for the 
stock. Shares of closely held corporations 
seldom are traded; therefore, objective values 
on which to base stock option offers are dif­
ficult to ascertain.
Prior to 1964 the requirement that an op­
tion price be not less than 85 per cent of fair 
market value effectively eliminated the de­
velopment of option programs by small corpo­
rations. Few experts could devise a sale, non- 
challengeable value; and the penalty for 
improper valuation of an option was the im­
mediate taxation, at ordinary rates, of all stock 
acquired. Even utilization of book values and 
price-earnings relationships were no guarantee 
that a value acceptable for tax purposes could 
be calculated.
The Revenue Act of 1964 eliminated the 85 
per cent rule in an apparent effort to alleviate 
the valuation problem for small companies. The 
law also provided that in certain cases when 
shares are transferred by the exercise of an 
option which fails to qualify because there was 
a failure in an attempt, made in good faith, to 
set the option price at fair market value, such 
stock does not automatically require full taxa­
tion to the extent of the bargain received upon 
exercise of the option.
Under current law, if stock is transferred by 
the exercise of an option which fails to qualify 
because there was a failure in a good-faith at­
tempt to set the option price at fair market 
value, then the option nonetheless will be con­
sidered to have met the 100 per cent of fair 
market value rule. However, alternative pro­
cedures for taxing shares thus acquired be­
come effective. The optionee must include as 
compensation in his gross income for the tax­
able year in which the option is exercised an 
amount equal to the lesser of (a) 150 per cent 
of the difference between the option price and 
the fair market value of the stock at the date 
of grant of the option or (b) the difference 
between the option price and the fair market 
value of the stock at the date of exercise. The 
basis of stock acquired under these conditions 
is increased by the amount includible in gross 
income as compensation in the taxable year 
the exercise occurred. These provisions are set 
forth in Section 422 (c) of the Code.
An example may clarify the implications of 
Section 422 (c). Assume a closely held corpo­
ration grants an option entitling an employee to 
purchase 100 shares of company stock at $85 
per share (a good faith estimate of the fair 
market value). Further, the option is exercised 
when the fair market value is ascertained to 
be $200 per share; and it is determined that 
the actual fair market value at the date of 
grant was $90 per share, not $85. The optionee 
must include $750 in his gross income for the 
year in which the option is exercised. This 
amount is the lesser of 150 per cent of the 
difference between option price and fair mar­
ket value at the date of grant ($90 minus $85 x 
150% x 100 shares), or the difference between 
option price and fair market value at date of 
exercise ($200 minus $85 x 100 shares). The 
basis for the stock acquired is $92.50 per 
share. The gain above $92.50 per share will be 
taxed at capital gains rates upon disposition of 
the stock provided that holding period require­
ments are satisfied.
Although the illustration clarifies to some 
extent the mechanics of the law, a small com­
pany remains confronted with the very real 
problem of ascertaining a fair market value 
for its stock utilizing a method that will satisfy 
the Commissioner of Internal Revenue. 
Whether there was a good-faith attempt to 
set the option price at not less than fair market 
value at the date of grant depends on the facts 
and circumstances surrounding each case. The 
option price may be determined by any reason­
able valuation method so long as the minimum 
price under the terms of the option is not less 
than full fair market value of the stock. The 
Regulations (Paragraph 1.421-7(e) (2)) state 
that the valuation methods include those au­
thorized under Estate Tax Regulations (Para­
graph 20.2031-2).
The Commissioner will accept, as evidence 
of a good-faith attempt to establish fair market 
value for a stock not publicly traded, the 
average of the fair market values at the date 
of grant as set forth in the opinions of com­
pletely independent and well-qualified ex­
perts. It is assumed these experts would utilize 
a valuation method authorized under the 
Estate Tax Regulations.
A more complete illustration of the mechan­
ics of the calculation may be useful at this 
point. Assume an employee is granted an op­
tion to purchase one share of his employer’s 
stock for $200. At the time of grant, a panel 
of independent experts estimated this price to 
be the true fair market value of the stock. 
Later events, however, showed that a good­
faith mistake in valuation had been made, that 
the correct value of the stock at the date of 
grant was $220, and that the fair market value 
at date of exercise was $210. Since the dif­
ference between the $200 option price and the 
$210 fair market value at the date of exercise, 
or $10, is less than 150 per cent of the $20 
difference between the $200 option price and 
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the $220 fair market value at date of grant, or 
$30 (150% x $20), the employee must report 
$10 of ordinary income in the year he ex­
ercised the option.
Acceptable procedures that a panel of in­
dependent experts might use for establishing 
fair market values for stock not actively traded 
are neither straightforward nor simple. Gen­
erally, the Internal Revenue Service bases the 
value of stock not actively traded on a number 
of factors including the company’s net worth, 
prospective earning power and dividend-pay­
ing capacity, and other relevant factors. Among 
the other factors are goodwill, economic out­
look, company position in the industry, and 
values of other companies engaged in similar 
businesses.
Determining a value for goodwill obviously 
is an important procedure in the valuation 
process. Rates for capitalizing goodwill depend 
upon the facts in each case, and determining 
a reasonable capitalization rate represents one 
of the most difficult problems in overall valua­
tion. No standard tables of capitalization rates 
are now available. Among the most important 
factors to be considered in a particular case 
are the nature of the business, the risk in­
volved, and the stability or irregularity of 
earnings.
Although there are various methods of 
evaluating goodwill, the Commissioner has 
most frequently applied a formula capitalizing 
earnings on the basis of a five year average 
of business activity. This formula computes 
average net earnings as one step. It then allows 
a set-off against earnings for a reasonable rate 
of return on net tangible assets (tangible as­
sets minus current liabilities) as another step. 
The balance of net earnings is considered at­
tributable to goodwill, and this amount is 
capitalized at a reasonable rate. The final 
value of the business is then fixed at the sum 
of goodwill plus the net worth (capital stock 
plus surplus accounts).
While a reasonable set of rates depends on 
the circumstances and facts in each case, the 
general tendency has been to use a rate of re­
turn of approximately 8 per cent on tangible 
assets and about 15 per cent as the rate for 
capitalizing income attributable to goodwill in 
the case of so-called nonhazardous businesses. 
The rates increase to 10 per cent and 20 per 
cent respectively for businesses classed as 
hazardous.
An acceptable method for valuing the stock 
of a closely held company is illustrated below. 
A value obtained in this manner may be used 
in a stock options program in which the op­
tionor corporation’s stock has no established 
fair market value. The method may be applied 
by independent experts hired to determine a 
fair market value for closely held stock; and 
complete documentation of the calculation 
should be retained in order to substantiate the 
option offering price to the Commissioner of 
Internal Revenue.
Earnings of the ARC Corporation during the 
past five years have averaged $16,000. The 
balance sheet reports net tangible assets of 
$120,000. -Net worth consists of $100,000 
common stock (1,000 shares) and $20,000 re­
tained earnings. Assume that a 6 per cent re­
turn on tangible assets and a 20 per cent 
capitalization rate for intangibles are reason­
able. Fair market value per share is calculated 
as follows:
Average earnings $16,000
Less: Earnings attributable to net
tangible assets
(6% x $120,000 ) 7,200
Value of intangibles $ 8,800
Capitalized value of goodwill 
($8,800÷20%)  $ 44,000
Net worth before goodwill 
computation 120,000
Total value of corporation $164,000
Fair market value per share
of stock $164,000 = $164 per share 
1,000
Although the method illustrated does not 
guarantee acceptable fair market value for tax 
purposes, it has been an acceptable procedure 
in the past.
Other methods of evaluating a closely held 
company may be used. Irving J. Olson has 
written an informative and comprehensive 
paper on the valuation of closely held corpora­
tions;1 interested readers should examine that 
article for further information on this subject.
1 Irving J. Olson, “Valuation of a Closely Held Corpora­
tion,” JOURNAL OF ACCOUNTANCY, August 1969.
Other Obstacles to Implementation
Even though an acceptable fair market value 
can be computed for closely held stock, a 
number of practical problems remain before 
a stock option program in a closely held corpo­
ration can be implemented. Normally, the 
penalty tax imposed on the optionee in the 
event of a good-faith undervaluation is rela­
tively minor. Thus, independent experts may 
be inclined to place a relatively high value on 
stock as a precautionary measure and to avoid 
harsh penalties on the optionee.
Another problem confronts employees whose 
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optioned stock is closely held. No ready market 
exists for the sale of the stock, so an optionee 
cannot view it as additional compensation in 
lieu of cash. However, he may expect the 
company to offer shares to the public at some 
future date, and he could plan to hold the 
stock for that eventuality.
Financing the purchase of stock available 
under options is a problem faced by all op­
tionees. Employees whose options involve 
shares of public corporations can obtain partial 
financing by pledging their stock. However, 
banks normally are reluctant to offer the same 
arrangement to optionees holding shares of 
closely held corporations with no established 
fair market value. If bank financing is dif­
ficult, some small companies will allow their 
employees to purchase optioned shares in in­
stalments, which include a charge for interest.
Positive Factors for Options in Small Businesses
One of the basic purposes for establishing 
an options program in a small business is to 
give valued employees a proprietary interest in 
a company. An employee has a tangible in­
centive to help effect improvement in a com­
pany’s position when he has a personal stake 
in the company’s net worth. Further, if the 
company issues shares to the public, an em­
ployee can develop an investment of significant 
value.
Unquestionably, options can be a valuable 
tool for attracting and retaining managerial 
and technical talent who might otherwise be 
disinterested in working with a small company. 
Moreover, the opportunity for very large ap­
preciation in stock values often can persuade 
talented employees to accept options (whose 
value multiplies as the firm prospers) in lieu 
of large salaries.
The financial history of Electronic Data 
Systems Corp., Dallas, Texas, is a case in 
point. The remarkable story of EDS and its 
owner, Ross Perot, are discussed in the No­
vember 1968 issue of Fortune magazine (“The 
Fastest Richest Texan Ever”). According to 
the article, Mr. Perot, 39, is one of Texas’ 
richest citizens, ranking fourth behind H. L. 
Hunt, N. Bunker Hunt, and R. E. Smith. His 
$300-million fortune is based on his control of 
a computer software company he founded. 
Employees of EDS in 1968 held 1.5 million 
shares of stock worth over $50-million; and 
many of those shares had been bought at 
twenty cents a share, the book value of the 
stock prior to a public offering. Several young 
executives are multimillionaires and some pro­
grammers in their twenties are worth six 
figures. Today, the value of that stock has 
quadrupled. The example graphically illus­
trates the possibilities for gain when a small 
private company goes public and its employ­
ees hold shares of stock purchased at bargain 
prices. Deferral of cash outlays for compensa­
tion purposes can also affect favorably a small 
company’s cash flow when funds are needed 
for internal growth.
Some Alternatives to Qualified Options
Given the problems associated with statutory 
options, what alternatives are available to 
small companies desiring to issue stock to em­
ployees? Several types of nonstatutory option 
plans can be developed to provide desired 
motivation for employees. Some plans also 
allow the issuing corporation to obtain sub­
stantial tax benefits. Among the nonstatutory 
option programs are restricted stock and de­
ferred stock plans. Other alternatives include 
a cash reimbursement stock option plan in 
which the corporation pays all or a portion of 
the optionee’s additional tax costs when the 
option is exercised. Shadow option plans or 
phantom option plans have been used in the 
past with some success. They derive their title 
from the fact that no stock is issued to the 
employee who receives a “theoretical” number 
of shares on which gain is later computed.
Discussion of possible alternatives to statu­
tory plans is beyond the scope of this paper. 
However, it should be clear that small com­
panies are not limited in their development of 
stock option programs. Although small corpo­
rations have a somewhat more difficult problem 
of valuation than corporations whose stocks 
are widely traded, the problem is not insur­
mountable. Those businesses which find a tax- 
qualified program too difficult to implement 
have alternative option programs available 
which may prove advantageous for their 
purposes.
Conclusion
Stock option programs which satisfy statu­
tory requirements are more difficult to imple­
ment in small businesses because of the stock 
valuation problem. However, statutory option 
plans can be devised for small businesses 
which offer outstanding opportunities to both 
optionee and optionor. Nonstatutory programs 
may be easier to implement and may prove 
more advantageous in some circumstances. In 
any event, a stock option program can be de­
veloped for nearly every small corporation de­
siring to utilize the opportunities available. 
The service an accountant can perform for his 
client lies in devising the type of option plan 




The author begins a series of articles designed to take the reader from manual book­
keeping through the necessary steps for conversion to a data processing system.
Dr. Patricia L. Duckworth, CPA
Denver, Colorado
Manual data processing is being replaced in 
many businesses with machines that reduce 
the cost and speed up the processing of data. 
The professional accountant is undoubtedly 
aware that he will eventually become obsolete 
professionally if he does not continue his edu­
cation in this area. The real problem is where 
to start. Much of what is written assumes the 
reader has a good background in data process­
ing, mathematics, and statistics and leaves the 
mature accountant bewildered. This series of 
articles is designed to instruct that accountant 
who knows little about automated data process­
ing, but wants to know more. For those familiar 
with automated data processing it will be ele­
mentary.
Niswonger and Fess state, “Automated data 
processing (ADP) is the general term applied 
to the processing of data by mechanical or 
electronic equipment (sometimes referred to 
as “hardware”) that operates with a minimum 
of manual intervention.”1 In these articles, 
automated data processing is developed, first 
in terms of mechanical equipment with only 
punched cards for input; and second, in terms 
of electronic equipment with the whole array 
of input—cards, tape, and disk.
1C. Rollin Niswonger and Philip E. Fess, Accounting 
Principles (10th Edition; Cincinnati, Ohio: South-Western 
Publishing Company, 1969), p. 328.
2Donald H. Sanders, Computers in Business: 
An Introduction (New York, New York: McGraw- 
Hill Book Company, 1968), p. 18.
3 Niswonger and Fess, Accounting Principles, p. 
331.
Description of Mechanical Equipment
Mechanical or unit record equipment refers 
to punch card machines that are mechanical 
or electro-mechanical rather than electronic as 
are computers. The punched card is the only 
input medium; usually each record is trans­
cribed on a separate card. Although the 
punched card dates back to around the end of 
the American Revolution, punched card meth­
ods have been in widespread business use only 
since the 1930’s.2 The IBM card is the heart of 
any integrated data processing system. It con­
sists of 80 columns and 12 rows. Holes may 
be punched into any of the 960 punching posi­
tions (80 x 12). Punches in each column of 
the card represent one numeric, alphabetic, 
or special character.
The numbers 0 through 9 are represented 
by the 0 through 9 punch. Two holes are 
needed for a letter. The hole above the 0 is 
referred to as an X or 11 punch and the hole 
above that as the Y or 12 punch. To represent 
the letter A, the 12 and 1 punch are used. The 
key punch machine is devised so that depres­
sion of the A will give the needed two holes 
and, if it is the proper model key punch, also 
print the A along the top edge of the card im­
mediately above the holes. All letters require 
two holes, and the special characters require 
from two to six punches in the same column.
According to Niswonger and Fess, “An in­
stallation of punched card equipment is com­
posed of a series of machines, each of which 
performs a specific operation.”3 The series of 
machines most frequently used are the key 
punch, key verifier, reproducer, sorter, col­
lator, interpreter, calculator, and tabulator.
Key punch: This machine looks somewhat 
like a typewriter. Every time a given key is 
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depressed, it punches a hole or holes in the 
card. The letters are arranged in the same 
order as on a typewriter, but the numbers are 
arranged so that the operator only uses her 
right hand to punch them.
Key verifier: This machine is similar to the 
key punch, except that its main function is to 
check rather than to punch data into a card. 
The operator rekeys the same information that 
was supposed to be put in the card by the 
key punch operator. If the holes are not where 
they should be, an error is indicated by a notch 
on the top of each incorrectly punched 
column.
Reproducer: This machine can duplicate 
large numbers of cards much faster than the 
key punch. A deck of cards in one hopper may 
be duplicated at high speed into blank cards 
placed in the other hopper. The reproducer 
can be programmed (wired) to duplicate only 
selected data from one card into columns of a 
blank card. These columns need not be the 
same; this is useful in cases where the cards 
being punched do not have the same design 
as those from which the data are read.
Sorter: This machine rearranges cards in a 
given sequence. The operator must set the 
lever to select one of the 80 columns. An en­
tire field can be sorted by first sorting on the 
right-most column, then the second right-most 
column, etc. Since each letter has two holes in 
each column, it takes two passes to sort each 
alphabetic column.
Collator: This machine collates two decks 
of cards in a given order. It can also merge, 
match, select, and sequence check at high 
speed.
Interpreter: If the model of key punch will 
not print above the punches, the interpreter 
is needed to convert punched card holes into 
human language. It is also used with cards 
which have been punched on the reproducer.
Calculator: This machine performs multipli­
cation, division, addition, and subtraction upon 
numbers punched in the cards and punches the 
results into a different part of the same card or 
into a subsequent card as directed.
Tabulator: The 402 accounting machine, 
sometimes called a tabulator, can be instructed 
to print invoices, statements, checks, purchase 
orders, and various types of reports under the 
direction of a control panel. The data punched 
in cards can be read, compared, selected, 
added, subtracted, and printed at speeds up to 
100 lines per minute. If the IBM 519 summary 
punch is coupled with the 402, summary 
cards for future analysis can be punched while 
the accounting machine is preparing reports. 
Summary punching facilitates a chain of 
analysis and prepares future input.
The operation of the accounting machine 
and many other pieces of the unit record 
equipment is controlled by a control panel. 
These control panels are plastic with aluminum 
frames and come in various sizes to fit the dif­
ferent machines. The control panel must be 
wired to tell the machine what to do. This is 
the program for unit record equipment.
A mechanical system includes a series of 
these individual pieces of equipment, each of 
which processes the same punched card (or a 
summarized form of that card) in a different 
way. Certain equipment sorts; other equip­
ment collates, calculates, or prints. Human in­
tervention is required in preparing the punched 
cards, instructing the equipment, and trans­
ferring the cards from one machine to the 
other. The punched card is the primary unit 
record or input for all tab or unit record equip­
ment. It is the communication link among the 
various machines. Instructing the equipment 
consists of setting dials or wiring control panels 
to achieve the proper flow and summarization 
of data. The output is continuous paper forms 
or, if the accounting machine is directly con­
nected to the reproducer, punched cards.
Punched card machines are practical when­
ever there is a considerable amount of data to 
be processed on a continuous basis. Some of 
the more common applications are accounts 
receivable, accounts payable, inventory control, 
and payroll. The next issue will trace the con­
version of a very simple accounts receivable 
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SOME OBSERVATIONS ON INCOME
TAX-GREAT BRITAIN STYLE
The author, a United States born and educated CPA, takes a look at some of Great 
Britain’s income tax procedures—from the vantage point of an internal auditor in that 
country.
Margit A. Jackson, CPA
Maplewood, Missouri
The British tax year runs from April 6 to 
April 5, in contrast to the calendar year used 
in the United States. The rates of tax payable 
in a given year are established at the time of 
the annual budget approval, which is near the 
beginning of each tax year. The rate of tax 
imposed in a given year should balance the 
budget for that year. Thus, the tax rate is a 
much stronger economic tool in Great Britain 
than it is in the United States, where a lengthy 
legislative procedure is necessary before the 
tax rate is altered.
The Tax Burden
In order to fully comprehend the tax burden 
of the British taxpayer, three separate taxes 
must be discussed: the income tax, the surtax, 
and the capital gains tax.
The 1969-70 income tax rates are as follows: 
On the first £260—30%; and on all taxable 
income above £260—41.25%. Taken by them­
selves, these rates do not sound terribly op­
pressive. However, on all total incomes over 
£2,000, surtax is charged in addition to the 
income tax. The surtax is a graduated tax 
starting at 10% on the first £500 and going 
up to 50% for taxable income over £15,000. 
Thus, the upper limit of the tax rate is 91.25%.
Taxable income for surtax purposes is not 
quite the same as taxable income for income 
tax. In computing taxable income for either 
tax, an earned income relief is allowed of % 
of the first £4,005 of earned income and % 
of the next £5,940 of earned income, a 
maximum allowance of £1,550. In determin­
ing the taxable income for surtax, the tax­
payer also receives an earnings allowance of 
£2,000 or “such smaller amount as would 
reduce the earned income (after deducting the 
relief) to £2,000.” To illustrate:
Total income—all earned £5,000
Less earned income relief:
% of £4,005 £890
% of £995 110 (1,000)
Earnings allowance (2,000)
Taxable income for surtax £2,000
No surtax is payable in the above example be­
cause the first £2,000 are exempt. However, 
if this entire amount of £5,000 had been un­
earned income, the surtax would have been 
£512 because none of the above earnings al­
lowances are allowed. This tax is computed as 
follows:
£2,001 - £2,500 at 10 %
2,501 - 3,000 at 12-½%
3,001 - 4,000 at 17-½%






The surtax definitely favors the earned income 
of the salaried taxpayer over the passive in­
come of the investor.
The British tax law has provisions for short­
term and long-term capital gains when a profit 
or loss arises from the disposal of land, securi­
ties, or other assets. A short-term gain arises 
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when the asset is sold within 12 months of its 
acquisition. Short-term losses can be offset 
against short-term gains but they cannot be 
used to reduce the other taxable income of the 
taxpayer; there are carryforward provisions. If 
the short-term gain provisions are not applica­
ble, the proceeds of a sale can be dealt with 
as a long-term gain.
Gains on certain assets are exempt from both 
short-term and long-term capital gains taxes, 
i.e., the principal private residence of an indi­
vidual, private motor vehicles, national savings 
certificates and bonds, and gains attributable 
to gifts which do not exceed in aggregate £ 100 
per year. (Larger gifts will be taxed as if a 
sale had taken place.) An additional exemption 
is allowed when the market value of the goods 
does not exceed £ 1,000 on the disposal date.
Short-term capital gains income will be 
combined with the other income of the tax­
payer and taxed at the standard rate of 41.25% 
(unless it is the only income of the taxpayer- 
then it might be taxed at a lower rate). These 
gains must also be included in determining the 
taxable income for surtax purposes.
Long-term capital gains were incorporated 
into the British tax system as of April 6, 1965; 
prior to that date, long-term gains were not 
subject to taxation. The tax applies to gains 
arising from the disposal of any asset where 
the disposal takes place after April 6, 1965. 
The tax generally covers sales of stocks, shares, 
unit trust holdings, land, buildings, jewelry, 
and antiques. In addition to those items men­
tioned previously which are exempt from cap­
ital gains tax, sums received on maturity or 
surrender of normal policies of life insurance 
and sums received from the sale of all chattels 
which have a predictable life of less than 50 
years are exempt from tax. Complete exemp­
tion from tax is also available to an individual 
where the chargeable gains, less allowable 
losses, do not exceed £50.
All assets held at death are treated as having 
been sold for a consideration representing 
market value at that time, and a capital gains 
tax is levied on the difference between that 
value and the cost of the assets. However, the 
first £5,000 of such gain are usually exempt 
from tax.
The tax rate assessed on long-term capital 
gains is the lower of 30% of the gain or the 
income tax and surtax which would be due if 
one half of the gains were treated as ordinary 
investment income. (These alternatives are 
very similar to their United States tax law 
counterparts.) Long-term capital gains taxed 
at the 30% rate are not included in computing 
the taxable income for surtax purposes.
Tax Withholdings
As in the United States, in England there is 
a system whereby income taxes are withheld 
during the year. England’s Pay As You Earn 
system (referred to as P.A.Y.E.) is similar in 
theory to the United States withholding tax; 
but, in practice, it operates quite differently.
How the Tax Is Withheld
The employee fills in an allowance claim 
when he first obtains a job. This form is the 
British counterpart to the U. S. W-4 tax ex­
emption certificate, but the British often refer 
to it as their “income tax return.” It is much 
more comprehensive than our W-4, requesting 
specific information about the taxpayer’s de­
pendents, the amount of life insurance relief 
to which he is entitled, and his pension con­
tributions. If the employee has other income, 
this too is indicated; if he is entitled to tax 
relief for professional dues and publications, 
this information will also be included in his 
allowance claim. When the Inland Revenue 
Service receives this information, it assigns the 
taxpayer a code number. This number forms 
the basic information on which the employer 
withholds tax from the employee. The system 
is designed to give the necessary information 
to determine at any given moment exactly how 
much tax liability the employee will bear. If 
the employee earns a steady salary throughout 
the year, he will pay one-twelfth of his tax 
liability during each month.
How does this differ from the United States’ 
withholding system? All United States em­
ployees who earn the same amount and who 
are entitled to the same number of exemptions 
have the same amount withheld, irrespective 
of the amount of itemized deductions which 
they might claim. The United States taxpayer 
obtains the benefits of his deductions only by 
filing his tax return at the end of the year. 
Further, if the United States employee leaves 
one job and goes to another during the year, 
no adjustment of the tax withheld from him 
would be made. He simply has deducted from 
his new salary the standard rate for persons 
with one exemption. No adjustment is made 
for the period in which he does not work.
As indicated above, in England the em­
ployer knows the amounts the employee can 
deduct from his return for life insurance 
premiums, dependency allowances, etc. The 
amount of tax withheld takes all of these de­
ductions into consideration. When an employee 
leaves one job, the employer furnishes the em­
ployee with a statement indicating how much 
he has earned, the tax deducted, etc.—similar 
to our W-2 form. This information, plus the 
(Continued on page 15)
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In June 1969 the Accounting Principles 
Board issued its third statement. It is entitled 
Financial Statements Restated For General 
Price-Level Changes. Statements of the Ac­
counting Principles Board differ from Opinions 
of the Board in that they are issued when it 
appears that preliminary analyses or observa­
tions on accounting matters should be issued 
in advance of research and study by the 
Board.1 They appear to deal with long-range 
accounting concerns requiring experimenta­
tion for resolution, rather than accounting con­
cerns which can be resolved on the basis of 
existing experience.
1A.P.B. Statement No. 2
Statement No. 1
The first statement of the Board issued in 
April 1962 contained comments on Accounting 
Research Study No. 1, The Basic Postulates of 
Accounting, by Maurice Moonitz and Account­
ing Research Study No. 3, A Tentative Set of 
Broad Accounting Principles for Business En­
terprises, by Robert T. Sprouse and Maurice 
Moonitz. (Accounting Research Studies are 
not statements of the Accounting Principles 
Board or of the Institute but are published 
for the purpose of stimulating discussion on 
important accounting matters.) In this state­
ment the Board stated that it (1) feels that 
there is ample room for improvement in 
present generally accepted accounting prin­
ciples and a need to narrow or eliminate areas 
of difference which now exist and (2) hopes 
the studies will stimulate constructive com­
ment and discussion in the areas of the basic 
postulates and the broad principles of account­
ing.
It also indicated that accounting principles 
and practices should be adapted to meet 
changing times and conditions, and, therefore, 
there should be experimentation with new 
principles and new forms of reporting to meet 
these conditions. The Board said, however, that 
while these studies are a valuable contribution 
to accounting thinking, they are too radically 
different from present generally accepted ac­
counting principles for acceptance at this time 
but that, after a period of exposure and con­
sideration, some of the specific recommenda­
tions in these studies may prove acceptable to 
the Board while others may not. The Board 
stated that it would await the results of this 
exposure and consideration before taking 
further action on these studies.
A very active subcommittee of the Board 
is presently working on a document referred 
to as “Fundamentals” which deals with many 
of the matters covered in these two research 
studies.
Statement No. 2
The second statement of the Board issued 
in September 1967 is entitled Disclosure of 
Supplemental Financial Information by Di­
versified Companies. In this statement the 
Board urges diversified companies to review 
their own circumstances carefully and ob­
jectively with a view toward disclosing volun­
tarily supplemental financial information as to 
industry segments of the business.
It states that an increasing trend by diversi­
fied companies to disclose such information is 
now evident and lists the following specific 
examples of supplemental disclosures:
(a) Revenues by industry activity or by 
type of customer
(b) Revenues and profits by separable 
industry segments
(c) Separate financial statements of seg­
ments of the business which operate 
autonomously and employ distinctly 
different types of capital structure, 
such as insurance or bank subsid­
iaries of merchandising or manufac­
turing companies
(d) Revenues by type of industry ac­
tivity and type of customer, together 
with a general indication of the 
profitability of each category
(e) Information that the operations of a 
segment of the enterprise are result­
ing in a loss, with or without dis­
closure of the amount of such loss.
13
In conclusion the Board states its belief that 
the experience derived from voluntary dis­
closure efforts, together with the conclusions 
to be derived from research activities and 
further study, should provide it with a sound 
basis for making a definitive pronouncement 
in the future on the need for, and extent of 
disclosure of, supplemental financial informa­
tion by diversified companies.
The Securities and Exchange Commission 
has amended its regulations for the filing of 
Forms S-1, S-7, and 10 to require in the fore­
parts of the reports, but not in the financial 
statements reported upon by the independent 
certified public accountants, disclosure of sales 
and revenues and income before income taxes 
and extraordinary items by lines of business 
(limited to 10 lines) which have contributed 
specified percentages of total amounts. For 
companies with total sales and revenues over 
$50 million, the proportion will be 10 percent; 
for smaller companies, 15 percent. Similar dis­
closure is also required with respect to any line 
of business which resulted in a loss of 10 per­
cent or more (15 percent or more for smaller 
companies).
The amendments state that if it is imprac­
ticable to state the contributions to income 
(or loss) before income taxes and extraordinary 
items for any line of business, the contribution 
thereof to the results of operations most closely 
approaching such income, together with a brief 
explanation of the reasons why it is not prac­
ticable to state the contribution to such in­
come or loss, should be given. Similar amend­
ments to Form 10K were proposed in Septem­
ber 1969.
Statement No. 3
In its third statement, Financial Statements 
Restated For General Price-Level Changes, 
the Board explains the effects on business en­
terprises and their financial statements of 
changes in the general purchasing power of 
money, describes the basic nature of financial 
statements restated for general price-level 
changes (“general prive-level financial state­
ments”), and gives general guidance on how 
to prepare and present these financial state­
ments. The Board states that the statement is 
an expansion of the ideas in Chapter 9A of 
Accounting Research Bulletin 43. It also states 
that a more detailed discussion of general 
price-level financial statements is found in 
Accounting Research Study No. 6, “Reporting 
the Financial Effects of Price-Level Changes,” 
by the Staff of the Accounting Research Divi­
sion, American Institute of Certified Public 
Accountants, 1963.
In this statement the Board describes gen­
eral price-level financial statements as those 
which take into account changes in the gen­
eral purchasing power of money. It indicates 
that these changes are now ignored in prepar­
ing financial statements in the United States 
which for convenience may be referred to as 
“historical-dollar financial statements.”
In historical-dollar financial statements the 
Board states that the individual asset, liability, 
stockholders’ equity, revenue, expense, gain, 
and loss items are stated in terms of dollars of 
the period in which these items originated; 
whereas, in general price-level statements the 
unit of measure is defined in terms of a single 
specified amount of purchasing power—the 
general purchasing power of the dollar at a 
specified date. Thus, dollars which represent 
the same amount of general purchasing power 
are used in general price-level statements 
whereas dollars which represent diverse 
amounts of general purchasing power are used 
in historical-dollar statements.
The cost principle on which historical-dollar 
statements are based is also the basis of gen­
eral price-level statements. The Board also 
states that (1) in general, amounts shown at 
historical cost in historical-dollar statements are 
shown in general price-level statements at 
historical cost restated for changes in the gen­
eral purchasing power of the dollar; (2) the 
amount may be restated, but it still represents 
cost and not a current value; (3) the process 
of restating historical costs in terms of a speci­
fied amount of general purchasing power does 
not introduce any factors other than general 
price-level changes; and (4) the amounts 
shown in general price-level financial state­
ments are not intended to represent appraisal 
values, replacement costs, or any other measure 
of current value.
In Statement No. 3 the Board states its belief 
that general price-level financial statements, or 
pertinent information extracted from them, 
present useful information not available from 
basic historical-dollar financial statements and 
that general price-level information may be 
presented in addition to the basic historical- 
dollar financial statements. However, it reports 
that general price-level financial statements 
should not be presented as the basic state­
ments. The Board believes that general price­
level information is not required at this time 
for fair presentation of financial position and 
results of operations in conformity with gen­
erally accepted accounting principles in the 
United States.
The Board’s position is that it recognizes 
that the degree of inflation or deflation in an 
economy may become so great that conven­
tional statements lose much of their signifi­
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cance and general price-level statements clear­
ly become more meaningful, and that some 
countries (not the U.S.) have experienced this 
degree of inflation in recent years. Although 
this conclusion is obvious with respect to some 
countries, the Board has not determined the 
degree of inflation or deflation at which gen­
eral price-level statements clearly become more 
meaningful.
In this statement the Board indicates that 
general price-level statements reported in the 
local currency of those countries where infla­
tion or deflation in the economy has become 
so great that conventional statements lose 
much of their significance are in that respect 
in conformity with accounting principles gen­
erally accepted in the United States, and that 
they preferably should be presented as the 
basic foreign currency financial statements of 
companies operating in those countries when 
the statements are intended for readers in the 
United States. The Board’s recommendation 
applies only to statements prepared in the cur­
rency of the country in which the operations 
reported on are conducted. Only conventional 
statements of foreign subsidiaries should be 
used to prepare historical-dollar consolidated 
statements.'
Prior to issuing Statement No. 3, the Board 
authorized a field test by 18 United States 
companies of the general price-level principles 
contained in it. The results of this field test are 
detailed in an article by Paul Rosenfield, a 
project manager in the American Institute of 
CPA’s Accounting Research Division, in the 
June 1969 issue of the Journal of Accountancy.
SOME OBSERVATIONS ON INCOME TAX-GREAT BRITAIN STYLE
(Continued from page 12) 
basic information about dependents and de­
ductions, i.e., his code number, is brought by 
the employee to his new employer. In his next 
pay, the employee actually might receive a tax 
refund—especially if he has not worked for a 
considerable period. Alternatively, he might 
apply to the Inland Revenue Service and re­
ceive a refund while he is not working. This 
situation can also arise if there are periods of 
unpaid absence when the same job has been 
held all year.
Settlement with the Government
Many British people have only salaries and 
wages income; if the P.A.Y.E. system is op­
erating properly, they neither owe tax at the 
end of the tax year nor do they have a refund 
coming. It places the emphasis on the exemp­
tion form presented to the Inland Revenue 
Service, not on the tax return as we know it in 
the United States. Some British taxpayers have 
not filed a tax return for five or six years. This 
system also deemphasizes the individual re­
sponsibility for paying the tax, and places the 
burden on the employer; the employer can be 
held liable for any tax he has failed to collect.
At the end of the tax year, when the tax 
office receives all of the tax deduction cards 
from the employers, the tax is checked. If the 
amount deducted was correct, no action is 
taken. If insufficient tax has been paid, a 
formal notice of assessment will be sent to the 
taxpayer. All taxpayers, whether or not they 
receive such a formal assessment, have the 
right to request an assessment showing how 
their tax was computed in any given year, as 
long as the request is made within five years 
following the end of the current tax year.
Income Other Than Wages
A further difference between the P.A.Y.E. 
system of England and the withholding system 
of the United States is the types of income for 
which it operates. In England, tax is deducted 
at source (at the standard rate of 41.25%) 
from corporate dividends, interest payments, 
annuities, and many other annual payments. 
When the recipient is a person exempt from 
tax or subject to tax at a lower rate on this 
income, he is entitled to a refund. In these 
cases he makes a claim for repayment which 
can be made at any time within six years after 
the end of the tax year.
Interest on Mortgages
Similarly, when a taxpayer is paying mort­
gage interest, other than to a building society 
(mortgage company with special tax status in 
England), the taxpayer may deduct income tax 
at the standard rate from his payment. This is 
the method by which he gets tax relief for the 
interest payment. He does not deduct the in­
terest from his tax return, nor does he pay the 
tax he had withheld from his payment to the 
government. However, if he does not have 
enough income at the standard tax rate to 
cover the amount of mortgage interest paid, he 
will have to make an adjustment payment to 
the government. Other payments on which a 
taxpayer withholds tax from the payment in 
this manner are rents and royalties for use and 
exploitation of sand and gravel quarries and 
brickfields; payments under a deed of covenant 
(an example would be a payment to charity); 
separate maintenance payments and alimony.
Much of the material in this article is based on Daily 
Mail Income Tax Guide, 1968-69 and 1969-70; Percy F. 
Hughes, Editor; Associated Newspapers Limited, London.
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REV. RUL. 68-631
Again we are engaging in a “review of the 
bidding” in connection with a topic previously 
covered in the Forum, namely Rev. Rul. 68- 
631. At that time we referred to the ruling as 
the revival of an old headache, in that the 
Service was changing its policy with respect 
to the timing of deductions for additional 
state taxes. With the switch from the year of 
payment to the year of accrual of the original 
state tax liability, a frantic filing of refund 
claims loomed high on the horizon. Evidently 
the Service concurred in our opinion and, in 
June 1969, issued Rev. Rul. 69-336. Presently 
it is the position of the Treasury Department 
that if a taxpayer consistently deducted addi­
tional state taxes in the year of payment, this is 
a method of accounting with respect to that 
particular item. Sec. 446 of the Code requires 
permission of the Commissioner to change a 
taxpayer’s method of accounting, and Rev. 
Rul. 68-631 is thereby modified to the extent 
it may be construed as requiring or permitting 
a taxpayer to change his method without per­
mission. If you have climbed on the claim for 
refund bandwagon, therefore, such claims will 
only be allowed where no method of account­
ing has been adopted and consistently followed 
by the taxpayer.
Presumably this new ruling will clarify the 
situation; if you have always been taking state 
tax deficiencies in the year of payment, you 
may continue to do so. However, if you were a 
taxpayer that was examined in that short 
period when Rev. Rul. 68-631 prevailed with­
out modification, you may revert to the paid 
method for all future state tax deficiencies 
even though the examining agent accrued de­
ficiencies based on other Federal income ad­
justments in the year. Make certain, however, 
that the accruals computed in the examination 
year are not deducted again in the year of 
payment, as full benefit of this deduction has 
already been received. It is only with the pay­
ment of future deficiencies that the modifica­
tion will be adhered to.
TAX REFORM
In the previous issue brief mention was 
made of the Tax Reform Bill, primarily in the 
nature of a caveat with respect to the effective 
dates of many of the provisions. While it is 
impossible in this column to ignore a bill em­
bracing such radical changes, presently it 
would be improvident to discuss it in depth or 
to suggest tax planning built around it. Add to 
this the fact that by the time the Tax Forum 
reaches you all issues may have been resolved, 
and we think you can appreciate the position 
of your Editor. What would seem appropriate 
at this time is a discussion of working with the 
Bill in its present state.
Certainly no contemplated transaction 
should be undertaken without reference to the 
particular sections of the Bill that might affect 
it. If the proposed changes would negate 
previously anticipated tax benefits, it would 
be advisable to await passage of the Bill in its 
final form. If this is not possible, the transac­
tion should be structured to recognize the 
pertinent provisions of the Bill, even though 
there is considerable dilution of tax benefits.
Section 211 of the Bill limiting “investment 
interest” is a good example of the type of 
change that could have tremendous influence 
on the future investment policy of many tax­
payers. Those hardest hit will be members of 
a partnership, in view of the fact that the 
limitation applies at partnership level as well 
as to the individual partners. On the other 
hand, Secretary of the Treasury Kennedy, in 
an appearance before the Senate Finance Com­
mittee in September, recommended deletion of 
this section in its entirety. Tax planning in 
this area would, therefore, seem to indicate 
adoption of a “wait and see” policy. Interest 
deductions would be limited in the case of 
taxable years beginning after 1969 and final 
passage of the Bill with a deletion of this sec­
tion, may have occurred by that time.
Under the Bill, fast depreciation methods 
(such as 200% declining balance and sum-of- 
the-years digits) would not be allowed in the 
case of new property acquired, constructed, or 
where contracts were entered into to construct 
on or after July 25, 1969, except in the case 
of new residential housing. Presumably the
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At its annual meeting, the American Institute of Certified Public Accountants presents 
awards to the authors of the articles which are judged to be the best published during 
the preceding year. In Los Angeles, two authors were so honored. Following are reviews 
of the articles, neither of which had been reviewed previously in THE WOMAN CPA.
“THE GOING CONCERN: AN EXAMINA­
TION,” Robert R. Sterling, THE ACCOUNT­
ING REVIEW, Volume XLIII, No. 3, July 
1968.
Mr. Sterling points out that, even though 
the going concern seems to be universally ac­
cepted, the concept is not well defined nor its 
connection to historical cost demonstrated. The 
purpose of his paper was to make some ex­
ploratory probes into the going concern con­
cept.
The author concludes that the allegation of 
the going concern being necessary to account­
ing has not been proved and that there are 
strong arguments to the contrary. He. uses the 
following reasons in arriving at this conclusion. 
(1) True income and position cannot be cal­
culated until the firm is dissolved. Thus, state­
ments prepared under the going concern con­
cept are provisional. (2) Regardless of man­
agement’s view of the future, whether going 
concern or not, the accountant must take an 
independent view. (3) The going concern as­
sumption is not necessary to the benefit theory; 
instead the going concern is necessary for posi­
tive future benefits to be realized. (4) The go­
ing concern is necessary for predictions about 
positive future benefits to be correct but it is 
not necessary to make those predictions. (5) 
The going concern assumption entails a suc­
cessful firm because, in order for the firm to 
continue, it must be successful. It is an error 
to assume success when that is what was set 
out to be measured.
The article points out that the going concern 
model is merely one of several models of a 
firm. The liquidating firm concept could and 
sometimes does serve as a foundation for ac­
counting. If one chooses to assume a going 
concern, then that assumption ought to be 
justifiable and its consequences ought to be 
carefully worked out. It is thought that one 
such consequence is historical cost valuation. 
That consequence is derived by either the non­
liquidation or the it-doesn’t-make-any-difference 
argument. Mr. Sterling demonstrates that the 
non-liquidation argument is invalid and un­
sound and that the it-doesn’t-make-any-differ­
ence argument is true only in a stationary 
state. Thus, the alleged consequence of his­
torical cost is erroneous.
The article is well worth reading, for it in­
troduces the idea that if the going concern 
concept is to be retained it should be rein­
terpreted as a prediction.
Dr. Letricia Gayle Rayburn, CPA 
Memphis State University
“MARKET PRICES, FINANCIAL RATIOS, 
AND THE PREDICTION OF FAILURE,” 
William H. Beaver, JOURNAL OF AC­
COUNTING RESEARCH, Volume 6, No. 2, 
Autumn 1968.
Professor William H. Beaver in his article 
“Financial Ratios as Predictors of Failure’’ 
(Empirical Research in Accounting: Selected 
Studies, 1966, Supplement to Volume 4, Jour­
nal of Accounting Research, pp. 71-111) indi­
cated that financial ratios as predictors signal 
increases in the probability of failure of busi­
ness firms. In his new article “Market Prices, 
et al” he extends his investigation of the matter 
and finds not only that market prices of stocks 
can also be used as predictors of business 
failure, but that they tend to be superior to the 
financial ratios as indicators of failure.
In this highly technical paper, the author 
computes rate of return for each firm’s security 
(defined as the price difference of the security 
between two dates, plus cash dividends paid 
during the interim, adjusted for stock divi­
dends and stock splits). The return is then 
adjusted for what the author calls “market 
wide events” by the subtraction of the so- 
called Fisher index. This results in a “residual 
return” which, according to the author, cannot 
be explained by market-wide events.
In his previous article, he gives the industrial 
classifications of the 79 firms in his sample 
which failed. A close examination of the listing 
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reveals that, of these 79 firms, at least 23 
(29.1%) are in cyclically highly sensitive in­
dustry groups; at least 10 (12.7%) additional 
firms are in economically declining industries. 
Therefore the Fisher Link Relative, which is a 
general index of average rates of return for all 
firms on the New York Stock Exchange, is not 
a statistically acceptable adjustment for these 
firms. Rather the adjustment ought to be made 
using an industry based sub-index.
The general finding of the author is an in­
teresting one; namely, the investors forecast 
failure sooner than the ratios do. This finding 
is not all all surprising if one is aware of the 
fact that the financial ratios are indicators of 
somewhat “lagging types” relative to market 
valuation of the investors. The market (or in­
vestors) discount values on the basis of many 
factors such as financial statements; ratios of 
firms; relative investment opportunities; ex­
pectations of technological improvement; in­
dustry, firm, and product demand expectations; 
changing aspects of competition; and a host of 
other variables. Financial ratios talk of the past 
year or years; the market evaluates present and 
future expectations. Hence, the market should 
be a better over-all evaluator of business 
failures than the quite static financial ratios.
A great deal of credit is due the author, how­
ever, for opening up a new area of research 
investigation. Much further work is needed 
and Professor Beaver’s concluding remarks 
tend to indicate he anticipates pursuing an­
alysis of these data.
One word of caution to the reader. It is al­
most imperative that one begin with Beaver’s 
prior article. Without this background, the 
award-winning article is almost incomprehensi­
ble.
Dr. Gabriel P. Racz 
Memphis State University
The articles reviewed below are all on the subject of data processing and all appeared 
in MANAGEMENT SERVICES, Volume 6, No. 4, July-August, 1969. It would appear 
that almost everyone who is seeking information on this subject should find something 
of interest in this issue of the magazine.
“TWO FOR LESS THAN ONE” by Robert 
M. Smith is the account of an operations re­
search approach to arrive at a decision in the 
New York office of a major accounting firm on 
whether or not the office should give up its 
time shared computer service in favor of the 
in-house computer which the firm recently de­
cided to install.
The time shared computer service had been 
used mainly for market information systems or 
for operations research projects. Since the in­
house computer (to be used for client assign­
ments) would not be occupied 24 hours a day, 
the management informed the operations re­
search staff that it would have to give up its 
time sharing arrangements and put all its 
projects on the in-house computer. One of the 
operations research staff members doubted the 
economics of the decision and asked whether 
the time sharing arrangements could be re­
tained if he could prove that there was no sub­
stantial saving to be achieved by using the in­
office computer for the operations research 
projects.
The article gives in detail the arguments for 
retaining time sharing arrangements which 
astounded but convinced the management. 
The operations research specialists have con­
verted some of their work to the in-house com­
puter, but the pure operations research ques­
tions—the ones that generate a whole series of 
“what if” questions—remain on the time 
sharing installation at a saving to the firm in 
out-of-pocket costs and an incalculable saving 
in staff time. This is a good example of how 
obtaining all the facts of the situation brings 
surprising results.
“SYSTEMS DESIGN BY CRISIS: ONE 
REMEDIAL APPROACH” by Dennis Cintron 
stresses that, although much systems design 
cannot be done five years in advance because 
of the problem of obsolescence, the analysis 
and projection of the system user’s needs 
should be done well ahead. Mr. Cintron is a 
systems representative for the Federal High­
way Administration, and his article describes 
the way the system users’ needs were deter­
mined. The technique is to assign a repre­
sentative from the systems and programming 
staff to talk to each user about his needs now, 
a year from now, five years from now, and 
even further into the future if possible. The 
plans should be oriented to the users’ problems 
and not tied to specific hardware or software. 
The cost of carefully defining requirements in 
advance will be $15,000 to $25,000 a year, 
but Mr. Cintron insists that it is money well 
spent. If the systems representative keeps a 
single large system from being sent back for 
reprogramming after it has been completed 
and tested, he has covered the costs.
The analysis made by the systems repre­
sentative must be put down on paper and Mr. 
Cintron describes briefly the way in which 
systems folders are set up to contain the neces­
sary information. He then gives an example of 
the process that the systems man follows in a 
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particular application area. His conclusion is 
that the systems man and his tool, the systems 
folder, help create the communication that is 
needed to cut the interdisciplinary understand­
ing gap and prevent crisis situations.
Mr. Rainer R. Schultheiss has his own con­
sulting firm in Stuttgart, West Germany. In his 
article, “INTEGRATED DATA PROCESS­
ING IN BUSINESS ACCOUNTING," he 
points out that mechanization of accounting 
functions permits use of a single item of data 
for a number of purposes. In a materials cost­
ing program, for example, integration of data 
processing demands not only that the costing 
should be done consistently and that summary 
stock and flow lists should be prepared, but 
also that the same program should create out­
put data that can automatically be used for:
1. Financial bookkeeping for entries in ap­
propriate accounts
2. Costing to establish the curve of opera­
tional costs
3. Statistics for grouping materials used ac­
cording to type, methods of production, 
or cost
4. Planning and analysis of different types 
of material
Mr. Schultheiss points out that unfortunately 
the cost savings that can be achieved through 
the integration of data processing are difficult 
to quantify. He believes, however, that the 
accounting system will operate more eco­
nomically with a higher value of information 
output for a given expenditure on data pro­
cessing or with a lower expenditure on these 
data operations for a given value of informa­
tion in a desired limited form.
Prudence in approaching integration is ad­
visable in view of the relatively severe de­
mands it makes on the management and or­
TAX FORUM
(Continued from page 16) 
150% declining balance method, however, 
would be acceptable. Used property acquired 
after that same date would be confined to the 
straight line method of depreciation. The ex­
ception applicable to new residential housing 
would only attach if 80% or more of gross in­
come was derived from rentals of dwelling 
units. The term dwelling units does not con­
template hotels, motels, or other operations 
involving more than 50% transient business. 
If tax planning within the real estate area had 
been motivated by the advantages to be de­
rived from use of the accelerated methods of 
depreciation, there should be a reconsideration 
of the advisability of this type of investment 
in view of the pending Bill.
ganizational ability and understanding of many 
employees. Also the greater the degree of inte­
gration, the more serious are the consequences 
of a stoppage in the data processing system. 
Hence, it is absolutely necessary in practice to 
make a modest beginning in integrating data 
processing in order to gather experience and 
time to raise the level of integration gradually 
with an eye to economy and to balancing the 
risks. The integration of data processing, how­
ever, will yield valuable returns only where its 
use can he extended throughout the whole 
organization.
The article “SYSTEMATIC TECHNIQUES 
FOR COMPUTER EVALUATION AND 
SELECTION’’ is by Mr. John R. Hillegass, 
President of Computer Conversions, Inc. Mr. 
Hillegass states that there are very significant 
differences in performance per dollar and 
overall suitability for specific applications 
among the available computers in any given 
class. The use of systematic, objective proce­
dures for computer evaluation and selection 
therefore can save a great deal of time and 
money. It can also guard against the serious 
disruptions that occur in all too many firms 
these days as the result of the installation of an 
inadequate computer.
The article presents seven evaluation tech­
niques, none of which is perfect; but the 
author believes that it is possible to make objec­
tive computer selections with a high degree of 
confidence that the equipment and software 
selected will be truly the most suitable and 
economical choice. What is needed is a com­
bination of one or more of the formal evalua­
tion techniques described in the article with a 
systematic overall selection procedure and with 
a good deal of old-fashioned common sense.
Mary E. Burnet, CPA
Rochester Institute of Technology
Still within the depreciation area, all de­
preciation taken after July 24, 1969, in excess 
of straight line will be recaptured in full upon 
the disposition of real property without regard 
to the holding period. Here there is a saving 
grace through permitting an election to switch 
from any of the accelerated methods with the 
filing of calendar year 1970 returns. Where 
previous tax 
property at a time when recapture under Sec­
tion 1250 would not prevail, that is, at the end 
of ten years, it would certainly be advisable to 
switch to the straight line method when, as, 
and if this section of the Bill is passed.




guideline in working with the new
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Over 10,100 successful CPA candidates 
have been coached by 
International Accountants Society, Inc.
Byron Menides,
President of IAS, says:
“If you don’t pass your CPA examination 
after our CPA Coaching Course, 
we’ll coach you free until you do!”
Any CPA will tell you it takes more than accounting 
knowledge and experience to pass the CPA examination. 
You must know the quick, correct way to apply your knowl­
edge, under examination room conditions.
How you budget your exam time, for example—how you 
approach each problem or question — how you decide, 
quickly, the exact requirements for the solution — construct 
an acceptable presentation — extract relevant data — and use 
accounting terms acceptable to the examiners.
That’s where the International Accountants Society can 
help you. As of May 1, 1967, 10,176 former IAS students who 
had obtained all or a part of their accounting training 
through IAS had passed CPA examinations. Our CPA Coach­
ing Course is proven so effective we can make this agree­
ment with you:
Approved under the new GI Bill
The IAS CPA Coaching Course as well as the full IAS 
accounting curriculum is approved under the GI Bill. You 
start any time you please—there are no classes, no fixed en­
rollment periods. So, you can make maximum use of the 
time available, starting as soon as you enroll and continuing 
right up to the examination dates.
Send today for free report
To get the complete story on how you (or some member 
of your staff) can benefit from the proven IAS CPA Coach­
ing Course, just fill out and mail the coupon below. No 
obligation.
“If any IAS CPA COACHING COURSE enrollee 
fails to pass the CPA examination in any state 
after meeting all the legal requirements of the 
state as to residence, experience, preliminary edu­
cation, etc., IAS will CONTINUE COACHING 
WITHOUT ADDITIONAL COST until the en­
rollee is successful.”
The IAS CPA Coaching Course is designed for busy ac­
countants. You train at home in your spare time, at your own 
pace. Most important, every lesson is examined and graded 
by one of our faculty of CPA’s, who knows exactly the prob­
lems you’ll face in your CPA examination.
If you need refresher training in certain areas, IAS will 
supply, at no extra cost, up to 30 additional elective assign­
ments, complete with model answers, for brush up study.
International Accountants Society, Inc.
A Home Study School Since 1903 
Dept. 4F1-048, 209 W. Jackson Blvd.
Chicago, Illinois 60606
Att: Director of CPA Coaching
Please send me your new report on the IAS CPA Coaching 
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